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THE IMPACT OF INTERNAL CONTROL SYSTEM ON 
EXTERNAL AUDIT FEE DETERMINATION IN NIGERIA 
Abstract 
Francis Kehinde Emeni 
Departmellf r~fDAccoullfing 
University of Benin, Benin City 
This stud.v is pmlllfll! 'd /Jy tt desire to .find out the impact qf' internal control 
system on external audit fee determination, based on the experience in Nigeria. 
The design and technique employed in data collection are cross - sectional 
\'1/rvey research design and data collecthm .fimn secondary source. Tile 
Ordinary Least Square (OLS) was used to estimate tile independent variables 
(INAUDITC, INTAUOBJ, INTNATU) and analyse data collected. It was found 
that illfernal control system (in terms of quality/competence, objectivity and 
nature r~fD work carried olll ll'itl!in tile system) is i111·ersely related to external 
auditors' fee. Following .fi'Oin this finding, it is recommended that, the internal 
control system r~fD c01porate bodies should constantly be monitored by their 
managements for e.flective auditing. Also, external auditors should appropriately 
rely on their cliellf's internal control system when making decisions on the extent 
of reliance on the internal colllrol system and ll'hen determining their audit fee. 
Introduction 
Auditing standards permit external auditors to rely on the internal control system 
in performing financial statement audit (American Institute of Public 
Accountants (AICPA), 1997; and Public Company Accounting Oversight Board 
(PCAOB ). 2007). Jt stands to reason that cost savings can be realized when 
external auditors are able to rely on a client's internal control system, and in a 
COI11jk'litin? audit market a large portion of these cost savings are likely to pass 
to the audit client in the form of lower external audit fees. Following from the 
above. this study aims at finding out if the internal control system in an 
organization determines the external audit fees in Nigeria. According to William 
and Emerson ( 1983), the internal control system of an organization to a large 
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e x t e n t  d e t e r m i n e s  t h e  a u d i t  f e e s  o f  a n  e x t e r n a l  a u d i t o r .  I f  t h e  i n t e r n a l  c o n t r o l  
s y s t e m  o f  a n  o r g a n i z a t i o n  i s  s t r o n g ,  t h e  e x t e r n a l  a u d i t o r s  w i l l  h a v e  a  s h o r t e r  
d u r a t i o n  t o  w o r k ,  a n d  l o w e r  f e e s  w i l l  b e  p a i d  t o  t h e  e x t e r n a l  a u d i t o r s .  B u t  i f  t h e  
i n t e r n a l  c o n t r o l  s y s t e m  o f  a n  o r g a n i z a t i o n  o r  a  f i r m  i s  w e a k ,  t h e n  t h e  e x t e r n a l  
a u d i t o r  w i l l  h a v e  m u c h  w o r k  t o  d o ,  f o r  a  l o n g e r  d u r a t i o n  a n d  h i g h e r  a u d i t  f e e s  
w i l l  b e  p a i d  t o  t h e  e x t e r n a l  a u d i t o r .  A l s o ,  t h e  h i g h e r  t h e  t u r n o v e r  o f  a  c o m p a n y ,  
t h e  h i g h e r  t h e  p r o f e s s i o n a l  f e e s  c h a r g e d  b y  t h e  e x t e r n a l  a u d i t o r s .  
F u r t h e r m o r e ,  W i l l i a m  a n d  E m e r s o n  ( 1 9 8 3 )  o p i n e  t h a t ,  i n t e r n a l  c o n t r o l  
s y s t e m  i s  t h e  r e c o r d  a n d  s u m m a r y  o f  a c c o u n t i n g  d a t a  i n  a n  o r g a n i z a t i o n ,  w h i c h  
m a y  b e  i n  t h e  f o r m  o f  f i n a n c i a l  s t a t e m e n t s .  T h e  p r o f e s s i o n a l  r o l e  o f  t h e  
i n d e p e n d e n t  e x t e r n a l  a u d i t o r  i s  t o  e x p r e s s  a n  o p i n i o n  o n  t h e  t r u e  a n d  f a i r  v i e w  o f  
f i n a n c i a l  s t a t e m e n t s .  I n  o t h e r  w o r d s ,  t h e  a u d i t o r  i s  t h e r e  t o  p r o t e c t  t h e  i n t e r e s t  o f  
s h a r e h o l d e r s  a n d  o t h e r  p a r t i e s  t h a t  m a k e  u s e  o f  t h e  f i n a n c i a l  s t a t e m e n t s  i n  
f o r m i J g  a n  i n f o r m e d  d e c i s i o n .  T h e  a u d i t o r  p r o v i d e s  o t h e r  s e r v i c e s  a p a r t  f r o m  
a u d i t i n g  t h e  i n t e r n a l  c o n t r o l  a n d  a c c o u n t i n g  s y s t e m  o f  a  f i r m ,  w h i c h  i n c l u d e  
t a x a t i o n ,  l i q u i d a t i o n  a n d  r e c e i v e r s h i p ,  f o r e n s i c  a c c o u n t i n g  a n d  m a n a g e m e n t  
a d v i s o r y  s e r v i c e s .  T h e  f e e  c h a r g e d  f o r  a n y  o f  t h e s e  s e r v i c e s  i s  n o t  n o r m a l l y  p a r t  
o f  t h e  a u d i t  f e e  c h a r g e d .  A u d i t  f e e s  r e l a t e  t o  a u d i t  e x e r c i s e s ,  b u t  w h e n  a n  a u d i t o r  
t a k e s  u p  n o n - a u d i t o o s e r v i C f S  f o r  i t s  c l i e n t ,  a  s e p a r a t e  f e e  c a l l e d  a c c o u n t a n c y  f e e  
w i l l  b e  c h a r g e d .  T h i s  i s  b e c a u s e  s u c h  f u n c t i o n s  a r e  n o t  n o r m a l l y  p a r t  o f  t h e  a u d i t  
f u n c t i o n s  b u t  a r e  r a t h e r  a c c o u n t i n g  f u n c t i o n s  ( I z e d o n m i ,  2 0 0 0 ) .  
A c c o r d i n g  t o  W o o d  ( 2 0 0 7 ) ,  c o m p a n i e s  t h a t  h a v e  i n t e r n a l  a u d i t o r s  w i t h i n  
t h e  c o n t r o l  s y s t e m  h a v e  a  l o w e r  u n e x p e c t e d  e x t e r n a l  a u d i t  f e e  ( W o o d ,  2 0 0 7 ) .  
T h i s  m a y  b e  a t t r i b u t a b l e  t o  t h e  s h o r t e r  t i m e  s p e n t  b y  t h e  e x t e r n ; 1 l  a u d i t o r  o n  t h e  
a u d i t  g i v e n  e f f e c t i v e  i n t e r n a l  a u d i t o r s '  c o n t r i b u t i o n  t o  t h e  f i n a n c i a l  s t a t e m e n t s  
a u d i t .  F o l l o w i n g  f r o m  t h e  f o r e g o i n g ,  i t  s h o u l d  b e  n o t e d  i n  t h i s  s t u d y  t h a t  
w h e r e v e r  i n t e r n a l  a u d i t / a u d i t  c o m m i t t e e s '  f u n c t i o n  i s  m e n t i o n e d  i t  s h o u l d  b e  
t a k e n  t o  m e a n  t h e  i n t e r n a l  c o n t r o l  s y s t e m  f u n c t i o n .  T h i s  i s  b e c a u s e  t h e  i n t e r n a l  
a u d i t o r  i s  p a r t  o f  t h e  i n t e r n a l  c o n t r o l  s y s t e m  w i t h i n  a  g i v e n  o r g a n i z a t i o n .  T h e  
r e m a i n d e r  o f  t h e  p a p e r  p r o c e e d s  a s  f o l l o w s :  a  s e c t i o n  w h i c h  r e v i e w s  l i t e r a t u r e  o n  
t h e  e f f e c t  o f  i n t e r n a l  c ' o n t r o l  s y s t e m  o n  e x t e r n a l  a u J i t  f e e s  c o m e s  i m m e d i a t e l y  
a f t e r  t h e  I n t r o d u c t i o n .  T h e n  a  s e c t i o n  t h a t  e x p l a i n s  t h e  d a t a  c o l l e c t i o n  p r o c e d u r e s  
a n d  t h e  m e a s u r e s  u s e d  t o  c a p t u r e  t h e  e f f e c t  o f  i n t e r n a l  c o n t r o l  s y s t e m  a n d  
e x t e r n a l  a u d i t  f e e s  f o l l o w s .  A f t e r  t h i s ,  t h e  p r i m a r y  r e s u l t s  a r e  r e p o r t e d  i n  t h e  
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result section, and then some recommendations are made before finally 
presenting the conclusions of the study. 
Literature review 
The Institute of Internal Auditors (IIA) (1995) and the American Institute of 
Certified Public Accountants (AICPA) (1997) submit that, internal and external 
auditors, concerned with audit costs and quality, may attempt to coordinate their 
activities throughout the year. In fact; both internal and external auditing 
standards encourage the two audit groups to coordinate their efforts related to 
completing the financial statements audit (coordination efforts can involve 
assigning specific audit work throughout the audit year to internal auditors based 
on their competence). Coordination has the potential to maximize the 
effectiveness of the internal auditors' contribution to the financial statements 
audit and increase overall audit efficiency and competences (Felix, Gramling and 
Maletta, 200 I). 
In this study, the quality or competence of the internal control system 
(INAUDITC) is taken to be the difference between the auditor's fees for the 
years 2006 and 2005 deflated by the year 2006 auditor's fees. This difference 
was used as a proxy for competence because competence is the level of skill 
needed to carry out a good audit assignment. Inadequate internal audit functions 
can lead to a failure to fully utilize the potential of the internal control system to 
contribute to the financial statements audit. Thus, we expect that: 
H1: There is a positive relationship between external auditors' 
fees and the quality of the internal control system. 
Godwin and Yeo (2001) finds that audit partners and managers are of the 
opinion that the presence of an objective internal audit based on audit 
committees involvement in internal audit has little impact on the level of audit 
testing. But they also find that audit fees can be greater as a result of increased 
partner and manager time. In addition, they find inconclusive and conflicting 
results concerning complexity and risk-related audit fees and the existence of an 
objective audit committee. Stein, Simunic and O'Keefe (1994), using a sample 
drawn from top listed companies, finds significant positive association between 
audit fees and the existence of an objective internal audit given presence of audit 
committee. In this study, objectivity in the internal control system (INTAUOBJ) 
9 
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w a s  a s c e r t a i n e d ,  u s i n g  a  d i c h o t o m o u s  v a r i a b l e  i n d i c a t i n g  w h e t h e r  t h e  i n t e r n a l  
c o n t r o l  s y s t e m  o b j e c t i v i t y  t h r o u g h  t h e  r e p o r t  o f  a u d i t  c o m m i t t e e  w a s  u n d e r m i n e d  
o r  n o t  - i f  t h e  i n t e r n a l  c o n t r o l  w a s  b e i n g  c o n s t a n t l y  a n d  e f f e c t i v e l y  m o n i t o r e d  
a n d  s t a t e d  i n  t h e i r  r e p o r t  t h e n ,  Y e s =  l ,  a n d  i f  n o t ,  N o =  0 .  
A  f u r t h e r  r e a s o n  f o r  a  p o s i t i v e  r e l a t i o n  b e t w e e n  a u d i t  f e e s  a n d  i n t e r n a l  
c o n t r o l  s y s t e m  o b j e c t i v i t y  i s  t h a t  a n  o b j e c t i v e  i n t e r n a l  c o n t r o l  s y s t e m  s h o u l d  
r e d u c e  t h e  t h r e a t  o f  a n  e x t e r n a l  a u d i t o r ' s  r e m o v a l  a n d ,  t h e r e f o r e ,  c o u l d  
s t r e n g t h e n  t h e  a u d i t o r ' s  b a r g a i n i n g  p o s i t i o n  d u r i n g  f e e  n e g o t i a t i o n s  ( A b b o t t ,  
P a r k e r ,  P e t e r s  a n d  R a g h u n a n d a n ,  2 0 0 3 ) .  S t u d i e s  c o n d u c t e d  b y  R o m a n  a n d  
W i l s o n  ( 1 9 9 2 ) ;  C o l l i e r  a n d  G r e g o r y  ( 1 9 9 6 ) ;  a n d  S h a r m a  ( 2 0 0 3 )  h a v e  e x a m i n e d  
t h e  i m p a c t  o f  o b j e c t i v e  i n t e r n a l  c o n t r o l  s y s t e m  o n  e x t e r n a l  a u d i t  f e e s ,  g i v e n  g o o d  
a u d i t  c o m m i t t e e  p r e s e n c e  a n d  f o u n d  e v i d e n c e  o f  h i g h e r  s i z e - r e l a t e d  a u d i t  f e e s .  
T h i s  e x p e c t a t i o n  g e n e r a t e s  t h e  s e c o n d  h y p o t h e s i s :  
H 2 :  T h e r e  i s  a  p o s i t i v e  r e l a t i o n s h i p  b e t l l ' e e n  e x t e r n a l  a u d i t o r s ·  
f e e s  a n d  o b j e c t i v i t y  E~fDthe i n t e m a l  c o n t r o l  s y s t e m .  
A c c o r d i n g  t o  G i s t  a n d  M i c h a e l s  ( I  9 9 5 ) ,  e m p i r i c a l  r e s e a r c h  d o c u m e n t s  
t h e  d e t e r m i n a n t s  o f  e x t e r n a l  a u d i t  f e e s  i n  t h e  m a r k e t  f o r  a u d i t  s e r v i c e s .  W h i l e  
c l i e n t s  g e n e r a l l y  a r e  c o n c e r n e d  w i t h  c o n t r o l l i n g  e x t e r n a l  a u d i t  c o s t s  a n d  p r i c i n g ,  
t h e y  a l s o  h a v e  a n  i n t e r e s t  i n  o b t a i n i n g  t h e  g r e a t e s t  b e n e f i t  p o s s i b l e  f r o m  t h e i r  
i n t e r n a l  c o n t r o l  s y s t e m  i n v e s t m e n t s .  G i v e n  t h e  p o t e n t i a l  f o r  t h e  i n t e r n a l  c o n t r o l  
s y s t e m  o r  i n t e r n a l  a n d  e x t e r n a l  a u d i t o r s  t o  s e r v e  a s  a l t e r n a t i v e  m o n i t o r i n g  
m e c h a n i s m s ,  b o t h  e x t e r n a l  a u d i t o r s  a n d  t h e i r  c l i e n t s  h a v e  i n h e r e n t  a n d  c o n t r o l  
r i s k s  i n  t h e  m i x  o f  i n t e r n a l  a n d  e x t e r n a l  a u d i t  c o s t s  e x p e n d e d  o n  t h e  e x t e r n a l  
a u d i t  f e e s  d u e  t o  t h e  p r o t e c t i o n  o f  a s s e t s  o f  t h e  c o m p a n y  b y  t h e  i n t e r n a l  a u d i t o r  
t o w a r d s  s t r e n g t h e n i n g  t h e  e x t e r n a l  a u d i t  f u n c t i o n  ( W a l l a c e  a n d  K r e u t z f e l d t ,  
1 9 9 5 ) .  
T h e  r e d u c t i o n  i n  f e e s  m a y  a l s o  b e  c l u e  t o  a  l o w e r  a s s e s s m e n t  o f  a u d i t  r i s k  
r e s u l t i n g  f r o m  i n t e r n a l  a u d i t  i n v o l v e m e n t  i n  s t r e n g t h e n i n g  i n t e r n a l  c o n t r o l .  I n  
c o n t r a s t  t o  t h e  f i n d i n g s  o f  F e l i x ,  G r a m l i n g  a n d  M a l e t t a  ( 2 0 0  I ) ,  t h e  n a t u r e  o f  
w o r k  w i t h i n  t h e  i n t e r n a l  c o n t r o l  s y s t e m  ( I N T N A T U )  w a s  a s c e r t a i n e d  u s i n g  a  
d i c h o t o m o u s  v a r i a b l e  t o  i n d i c a t e  w h e t h e r  t h e r e  w a s  a n  i n c r e a s e  o r  d e c r e a s e  i n  
a u d i t o r s '  f e e s  f o r  f i v e  ( 5 )  y e a r s ,  2 0 0 2 ,  2 0 0 3 ,  2 0 0 4 ,  2 0 0 5  a n d  2 0 0 6 .  I f  i t  
i n c r e a s e d ,  i t  m e a n t  t h a t  t h e  e x t e r n a l  a u d i t o r s  p e r f o r m e d  m o r e  w o r k .  a n d  i f  i t  
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decreased or remained the same throughout the years, then the external auditors 
performed less non-audit work. Therefore, increases = I, and decreases or 
constant = 0. 
Carey, Hay and Knechel (2002) do not find a significant association 
between audit fees and the external auditors' assessment of the level of the 
nature of work within the internal control system. furthermore, studies which 
focus only on the use of internal audit rather than the nature of work of the 
internal audit tend to find a positive association between audit fees and the 
existence of an effective internal control system. These findings suggest that 
most organisations may regard internal and external audit as complementary 
means of increasing the overall level of monitoring. In my opinion, this view is 
not acceptable because the internal auditor cannot perform some of the external 
auditor's work. However, this latter view is inconsistent with the broader role of 
internal audit. which in recent years has evolved from a narrow focus on control 
to embrace risk management and corporate governance (see Brody and Lowe, 
2000). However, while there may be some substitution of internal audit for 
external audit work. the internal audit function is unlikely to be restricted to 
activities directly related to the external audit. It is expected therefore, that: 
H3: There is a positive relationship bet\\'een external auditors'fees 
and nature r~jDyy Dork performed within the intemal control system. 
Methodology 
The research design adopted in this study is the cross-sectional survey of practicing 
auditors. This method is used because the object of study (auditors) is surveyed at a 
particular point in time. The population of the study is made up of the internal and 
external auditors in the 200 companies listed on the Nigerian Stock Exchange (NSE) 
as at 31 ' 1 December, 2006. The sample size is I 05 companies listed on the Nigerian 
Stock Exchange. From the foregoing, the number of internal and external auditors 
contacted tallies with the number of companies sampled. That is, they are 
respectively 105 in number. The simple random sampling technique is used in this 
study by writing the names of all the 200 companies making up the population of 
study on pieces of paper separately and kept in a basket. Then I 05 papers 
representing I 05 companies were picked out of the lot. The data used in this study 
are from secondary sources, specifically from the NSE Fact Book, 2006 and annual · 
reports of sampled companies (various issues). The Ordinary Least Square (OLS) 
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t e c h n i q u e ,  b y  w a y  o f  r e g r e s s i o n  a n a l y s i s ,  i s  u s e d  t o  a n a l y s e  a n d  e s t i m a t e  t h e  d a t a  
c o l l e c t e d  i n  t h i s  s t u d y .  
M o d e l  S p e c i f i c a t i o n :  
T h e  m o d e l  t o  b e  r e g r e s s e d  i n  t h i s  s t u d y  i s  d e v e l o p e d  a s  f o l l o w s :  
E A F  =  f  ( I N A U D I T C ,  I N T A U O B J ,  J N T N A  T U )  
W i t h  t h e  l i n e a r  e x p r e s s i o n  o f  t h e  m o d e l  b e i n g :  
E A F  = P o +  p ,  I N A U D I T C  +  P 2 I N T A U O B J  +  P 3 I N T N A T U  +  U , .  
P o .  p , ,  P 2 .  a n d  P
3  
a r e  p a r a m e t e r s  t o  b e  e s t i m a t e d .  
T h e  a p r i o r i  e x p e c t a t i o n  i s  t o  f o l l o w  t h e  l i n e  o f :  
P  1  >  0 ,  P 2  >  0 ,  a n d  P J  > 0  
W h e r e ,  
E A F  = E x t e r n a l  A u d i t  F e e s  
I N A U D I T C  = q u a l i t y  o f  t h e  i n t e r n a l  c o n t r o l  s y s t e m  
I N T A U O B J  = o b j e c t i v i t y  o f  t h e  i n t e r n a l  c o n t r o l  s y s t e m  
I N T N A  T U  = n a t u r e  o f  w o r k  p e r f o r m e d  w i t h i n  t h e  i n t e r n a l  c o n t r o l  s y s t e m  
U
1  
= E r r o r  t e r m .  
T h e  i n d e p e n d e n t  v a r i a b l e s  a r e  m e a s u r e d  a s  s t a t e d  b e l o w :  
Q u a l i t y  o f  t h e  I n t e r n a l  C o n t r o l  S y s t e m  ( I N A U D I T C )  i s  t a k e n  t o  b e  t h e  d i f f e r e n c e  
b e t w e e n  a u d i t o r ' s  f e e s  f o r  t h e  y e a r s ,  2 0 0 6  a n d  2 0 0 5 ,  d e f l a t e d  b y  y e a r  2 0 0 6  a u d i t o r ' s  
f e e s .  T h i s  d i f f e r e n c e  w a s  u s e d  a s  a  p r o x y  f o r  q u a l i t y / c o m p e t e n c e  b e c a u s e  
c o m p e t e n c e  i s  t h e  l e v e l  o f  s k i l l  n e e d e d  t o  c a r r y  o u t  a  g o o d  a u d i t  a s s i g n m e n t .  
O b j e c t i v i t y  o f  t h e  I n t e r n a l  C o n t r o l  S y s t e m  ( J N T A U O B J )  i s  o b t a i n e d  u s i n g  a  
d i c h o t o m o u s  v a r i a b l e  i n d i c a t i n g  w h e t h e r  t h e  a u d i t o r ' s  o b j e c t i v i t y  t h r o u g h  t h e  r e p o r t  
o f  a u d i t  c o m m i t t e e  w a s  u n d e r m i n e d  o r  n o t  - i f  t h e  i n t e r n a l  c o n t r o l  w a s  b e i n g  
c o n s t a n t l y  a n d  e f f e c t i v e l y  m o n i t o r e d  a n d  s t a t e d  i n  t h e i r  r e p o r t  t h e n ,  Y e s =  1 ,  a n d  i f  
n o t  N o  =  0 .  T h e  n a t u r e  o f  w o r k  p e r f o r m e d  w i t h i n  t h e  i n t e r n a l  c o n t r o l  s y s t e m  
( I N T N A  T U )  i s  a s c e r t a i n e d  u s i n g  a  d i c h o t o m o u s  v a r i a b l e  i n d i c a t i n g  w h e t h e r  o r  n o t  
t h e r e  i s  a n  i n c r e a s e  o r  d e c r e a s e  i n  a u d i t o r s '  f e e s  f o r  f i v e  ( 5 )  y e a r s ,  n a m e l y ,  2 0 0 2 ,  
2 0 0 3 ,  2 0 0 4 ,  2 0 0 5  a n d  2 0 0 6  o n  t h e  a v e r a g e .  I f  i t  i n c r e a s e d ,  i t  m e a n t  t h a t  t h e  e x t e r n a l  
a u d i t o r s  p e r f o r m e d  m o r e  w o r k ,  a n d  i f  i t  d e c r e a s e d  o r  r e m a i n e d  t h e  s a m e  t h r o u g h o u t  
t h e  y e a r s ,  t h e n  t h e  e x t e r n a l  a u d i t o r s  p e r f o r m e d  l e s s  w o r k .  T h e r e f o r e ,  i n c r e a s e s  =  1 ;  
a n d  d e c r e a s e s  o r  c o n s t a n t =  0 .  
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Result 
The Ordinary Least Square (OLS) technique was used to estimate the coefficients of 
the model got by the study. The regression result is as stated in the table below: 
T bl 1 R a e : esearc h .• d f resu t com p1 e rom t h e re~resswn resu It 
Regressor Coefficient Standard t-ratio Probability 
Error 
INPT 446.3202 2007.7 0.2223 0.025 
INAUDITC 73.7273 15.9710 4.6163 0.000 
INTAUOBJ 3639.0 1615.0 2.2561 0.026 
INTNATU 1870.5 2051.2 0.9119 0.364 
R2 = 0.23 F (3, 101) = 10.3 DW-STAT. = 1.9 
The equation form is as follows; 
EAF = 446.3 + 73.7 INAUDJTC + 3639.0 INTAUOBJ + IR70.5 INTNATU 
(0.22) (4.62) (2.26) (0.91) 
The R2 of 0.23 shows that about 23% of the total vanat10ns in external 
auditors' fees can be explained by the independent variables. The F value of 10.3 is 
very high when compared with the F critical value of 2.68, under the significance 
level of 5%. This shows that the F value passes its significant test, therefore there is 
a significant linear relationship between external auditors' fees and the independent 
variables used (INAUDITC, INTAUOBJ. INTNATU). The DW - Statistic of 1.9 
shows the absence of auto correlation in the analysis. Thus, the en-or term agrees 
with the OLS assumptions. 
All the variables are positively related to external auditor's fees but only 
internal auditor's competence and internal auditor's objectivity pass their t-test at the 
5% level of significance by having values of 4.62 and 2.26, respectively. The t-value 
is 1.98 using the 2-tailed test. This, however, shows that quality/competence of the 
internal control system and objectivity of the internal control system are major 
determining factors that influence external auditor's fees in the client companies. In 
contrast, the nature of work performed within the internal control system fails its t -
test at the given significance level of 5%. This shows that the nature of work 
performed within the internal control system of the client company has nu 
significant influence on external auditor's fees. 
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D i s c u s s i o n  a n d  R e c o m m e n d a t i o n s  
O u r  f i n d i n g s  t h a t  i n t e r n a l  a u d i t  i s  p o s i t i v e l y  r e l a t e d  t o  e x t e r n a l  a u d i t o r ' s  f e e s ,  t h a t  i s ,  
i n t e r n a l  a u d i t  c o m p e t e n c e  a n d  o b j e c t i , · i t y .  i s  i n c o n s i s t e n t  w i t h  t h e  f i n d i n g s  o f  F e l i x  
e t  a /  ( 2 0 0  I ) ,  w h o  r e p o r t e d  a  n e g a t i v e  a s s o c i a t i o n  b e t w e e n  a u d i t  f e e s  a n d  t h e  
a u d i t o r ' s  a s s e s s m e n t  o f  t h e  l e v e l  o f  i n t e r n a l  a u d i t  c o n t r i b u t i o n  t o  t h e  e x t e r n a l  a u d i t .  
T h i s  i s  b e c a u s e  a  l a r g e  i n t e r n a l  a u d i t  f u n c t i o n  i s  l i k e l y  t o  b e  e n g a g e d  i n  a  r a n g e  o f  
m o n i t o r i n g ,  g o v e r n a n c e  a n d  r i s k  m a n a g e m e n t  a c t i v i t i e s  t h a t  a r e  m u c h  b r o a d e r  i n  
s c o p e  a n d  r e l a t e d  t o  m a n a g e m e n t  f u n c t i o n s ,  t h a n  t h o s e  u n d e r t a k e n  b y  t h e  e x t e r n a l  
a u d i t o r .  I t  w a s  a l s o  d i s c o v e r e d  i n  t h i s  s t u d y  t h a t  t h e  n a t u r e  o f  w o r k  p e r f o r m e d  b y  a n  
i n t e r n a l  a u d i t o r  i s  p o s i t i v e l y  r e l a t e d  t o  e x t e r n a l  a u d i t o r s ·  f e e s .  T h i s  f i n d i n g  i s  a l s o  i n  
c o n t r a s t  t o  t h e  w o r k  o f  o t h e r  r e s e a r c h e r s  l i k e  C a r e y  e t a /  ( 2 0 0 2 ) .  O u r  f i n d i n g  h a s  t h e  
i m p l i c a t i o n  t h a t ,  t h e r e  i s  a n  i n v e r s e  r e l a t i o n s h i p  b e t w e e n  e f f e c t i v e  i n t e r n a l  c o n t r o l  
s y s t e m  a n d  e x t e r n a l  a u d i t  f e e s .  
I n  t h e  l i g h t  o f  t h e  f o r e g o i n g .  i t  i s  r e c o m m e n d e d  t h a t :  
i .  c o m p a n i e s  s h o u l d  f o c u s  t h e i r  a t t e n t i o n  o n  i n t c m a l  a u d i t i n g  i n  o r d e r  
t o  r e d u c e  t h e i r  e x t e r n a l  a u d i t  f e e s .  a n d .  t h e r e b y .  s a v e  c o s t s  m o s t  o f  
t h e  t i m e .  
1 1 .  t h e  i n t e r n a l  c o n t r o l  s y s t e m  o f  c o r p o r a t e  b o d i e s  s h o u l d  c o n s t a n t l y  b e  
m o n i t o r e d  b y  t h e i r  m a n a g e m e n t  f o r  e f f e c t i v e  a u d i t i n g ;  a n d  
t t l .  t h e  e x t e r n a l  a u d i t o r s  s h o u l d  a p p r o p r i a t e l y  r e l y  o n  t h e  c l i e n t ' s  i n t e r n a l  
c o n t r o l  s y s t e m  w h e n  m a k i n g  d e c i s i o n s  o n  t h e i r  e x t e n t  o f  r e l i a n c e  o n  
t h e  i n t e r n a l  c o n t r o l  s y s t e m  a n d  w h e n  d e t e r m i n i n g  t h e i r  a u d i t  f e e .  
C o n c l u s i o n  
T h e  e m p i r i c a l  f i n d i n g  s h o w s  t h a t  i n  N i g e r i a ,  t h e r e  i s  a n  i n v e r s e  r e l a t i o n s h i p  b e t w e e n  
e x t e r n a l  a u d i t o r s '  f e e s  a n d  t h e  q u a l i t y  o f  t h e  i n t e r n a l  c o n t r o l  s y s t e m .  F u r t h e r m o r e ,  
t h e r e  i s  a l s o  a n  i n v e r s e  r e l a t i o n s h i p  b e t w e e n  e x t e r n a l  a u d i t o r s '  f e e s  a n d  o b j e c t i v i t y  
o f  t h e  i n t e r n a l  c o n t r o l  s y s t e m .  H o w e v e r ,  t h e r e  i s  a  p o s i t i v e  b u t  n o t  s i g n i f i c a n t  
r e l a t i o n s h i p  b e t w e e n  e x t e r n a l  a u d i t o r s '  f e e s  a n d  i n t e r n a l  a u d i t o r s '  n a t u r e  o f  w o r k  
p e r f o r m e d .  W i t h  t h e s e  r e l a t i o n s h i p s ,  c o m p a n i e s  s h o u l d  f o c u s  o n  h a v i n g  a n  e f f i c i e n t  
a n d  e f f e c t i v e  i n t e r n a l  a u d i t  d e p a r t m e n t  n o t  o n l y  t o  r e d u c e  e x t e r n a l  a u d i t  f e e s ,  b u t  
a l s o  t o  s a f e g u a r d  t h e i r  a s s e t s  a n d  e n s u r e  a d h e r e n c e  t o  m a n a g e m e n t  p r a c t i c e s .  
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! in APPENDICES 
2nd Appendix 1: Test Results 
and n· ~agnostic test 
md R-Squared .23370 R - Bar .021094 
Squared 
~esK 
S.E. of Regression 8228.7 F 
-
Stat. F 10.2672 
(3,101) [.000] 
Mean of Dependent 6995.2 S.D of 
·?" 
'· , Variable Dependent 9263.5 
Variable 
Residual Sum of 6.84E+09 Equation Log-
Squares Likelihood -1093.6 
Akaike Info. Criterion -1097.6 Schwarz 
Bayesian -1102.9 
Criterion 
Test LM version F version 
A: Serial CHSQ (1) = .34778 [.555] F (1,100) = 
Correlation .33232 
[566] 
8: Functional Form CHSQ (1) = .96901 [.325] F (1,100) = 
.93147 
[.337] 
C: Normality CHSQ (2) = 369.2011 [.000] Not 
applicable 
D: CHSQ (1) = 7.3339 [.007] F (1,103) = 
Heteroscedasticity 7.7344 
[.006] 
KEY: 
A: Lagrange multiplier test of residual serial correlation. 
B: Ramsey's Reset test using the square of the fitted values. 
C: Based on a test of skewness and kurtosis of residuals. 
D: Based on the regression of squared residuals on squared fitted values. 
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O r d i n a r y  L e a s t  S q u a r e s  E s t i m a t i o n  
D e p e n d e n t  v a r i a b l e  i s  E X T A U D  
I  0 5  o b s e r v a t i o n s  u s e d  f o r  e s t i m a t i o n  f r o m  I  t o  I  0 5  
R e g r e s s o r  C o e f f i c i e n t  
I N P T  
4 4 6 . 3 2 0 2  
I N A U D I T C  7 3 . 7 2 7 3  
I N T A U O B J  
3 6 3 9 . 0  
I N T N A T U  1 8 7 0 . 5  
R - S q u a r e d :  . 2 3 3 7 0  
R - B a r - S q u a r e d :  . 2 1 0 9 4  
S . E .  o f  R e g r e s s i o n :  8 2 2 8 . 7  
F - s t a t .  F (  3 ,  1 0 1 )  1 0 . 2 6 7 2 [ . 0 0 0 ]  
M e a n  o f  D e p e n d e n t  V a r i a b l e :  6 9 9 5 . 2  
S . D .  o f  D e p e n d e n t  V a r i a b l e :  9 2 6 3 . 5  
R e s i d u a l  S u m  o f  S q u a r e s :  6 . 8 4 E + 0 9  
E q u a t i o n  L o g - l i k e l i h o o d :  - 1 0 9 3 . 6  
A k a i k e  I n f o .  C r i t e r i o n :  - 1 0 9 7 . 6  
S c h w a r z  B a y e s i a n  C r i t e r i o n :  - 1 1 0 2 . 9  
D W  - s t a t i s t i c :  1 . 8 8 2 9  
D i a g n o s t i c  T e s t s  
T e s t  S t a t i s t i c s  L M  V e r s i o n  
S t a n d a r d  
E r r o r  
2 0 0 7 . 7  
1 5 . 9 7 1 0  
1 6 1 3 . 0  
2 0 5 1 . 2  
F  V e r s i o n  
T  - R a t i o [ P r o b ]  
. 2 2 2 3 0 [ . 8 2 5 ]  
4 . 6 1 6 3 [ . 0 0 0 ]  
2 . 2 5 6 1 [ . 0 2 6 ]  
. 9 1 1 8 8 [ . 3 6 4 ]  
A : S e r i a l  C o r r e l a t i o n  
C H S Q (  I ) =  . 3 4 7 7 8 [ . 5 5 5 ]  F (  I ,  I  0 0 ) =  . 3 3 2 3 2 1 . 5 6 6 ]  
B : F u n c t i o n a l  F o r m  C H S Q (  I ) =  . 9 6 9 0 1 [ . 3 2 5 ]  F (  I ,  1 0 0 ) =  . 9 3 1 4 7 1 . 3 3 7 ]  
C : N o r m a l i t y  C H S Q (  2 ) = 3 6 9 . 2 0  I I  [ . 0 0 0 ]  N o t  a p p l i c a b l e  
D :  H  e t e r o s c e d a s t i c i t y  
C H S Q (  I ) =  7  . 3 3 3 9 [ . 0 0 7 ]  F (  I ,  1 0 3 ) =  7 . 7 3 4 4 [ . 0 0 6 ]  
K E Y :  
A :  L a g r a n g e  m u l t i p l i e r  t e s t  o f  r e s i d u a l  s e r i a l  c o r r e l a t i o n  
B :  R a m s e y ' s  R E S E T  t e s t  u s i n g  t h e  s q u a r e  o f  t h e  f i t t e d  v a l u e s  
C :  B a s e d  o n  a  t e s t  o f  s k e w n e s s  a n d  k u r t o s i s  o f  r e s i d u a l s  
D :  B a s e d  o n  t h e  r e g r e s s i o n  o f  s q u a r e d  r e s i d u a l s  o n  s q u a r e d  f i t t e d  v a l u e s  
1 8  
A  
D1  
, .  
Appendix II 
DATA USED TO RUN THE REGRESSION 
SIN NAMES OF LISTED COMPANY'S IN EXTERNAL INTERNAL INTERNAL INTERNAL 
NIGERIA STOCK EXCHANGE (NSE) AS AT AUDITOR'S AUDITOR'S AUDITOR'S AUDITOR'S 
31 sr DECEMBER, 2006 FEES AS AT COMPETENCE% OBJECTIVITY NATURE OF 
2006ltoi'OOO WORK 
PERFORMED 
I . AG LEVENTIS (NIGERIA) PLC 7741 22.28 0 I 
2 JOHN HOLT PLC 12 :o.oo 0 0 
3 PETERSON ZOCHONIS IND.(PZ) 10600 23.73 0 I 
4 SCOA (NIGERIA) PLC 2500 25.00 0 I 
5 UACN PLC 6000 33.33 I I 
6 UNILEVER NIGERIA PLC 21500 77.93 I I 
·7 COSTA IN WEST AFRICA PLC 3200 33.33 I 0 
8 CUT! X PLC 660 20.00 0 I 
9 ADSWTCH PLC 300 16.66 0 - I 
10 7-UP BOTTLING COMPANY PLC 7500 15.38 I I 
II FLOUR MILLS NIGERIA PLC 18000 36.66 0 I 
12 NORTHERN NIG FLOUR MILLS 2500 0 I 0 
13 NIGERIA BOTTLING COMPANY 18400 9.23 I I 
14 IBTC PLC. 35000 283.37 I I 
15 AFRI BANK NIGERIA PLC. 26700 65.00 I I 
16 ECOCORP PLC. 1300 55.55 I I 
17 EVANS MEDICAL PLC. 8500 6.25 I I 
18 GLAXO SMITH LINE CONSUMER 10800 40.00 I I 
19 WEMA BANK PLC. 23000 73.33 I I 
20 MAY AND BAKER NIGER lA PLC. 3500 50.00 I I 
21 NEIMETH INT. PHARM. PLC. 1500 41.66 0 I 
22 PHARMA-DEKO PLC. 1400 14.81 0 I 
23 . ALUMINIUM EXTRUSION IND. 1300 20.00 I I 
24 LA SA CO ASSURANCE PLC. 2000 66.66 0 I 
25 FIRST ALUMINIUM NIGERIA PLC. 4400 10.00 I I 
26 BOC GASES PLC. 4400 34.06 0 I 
27 NEM INSURANCE PLC. 3000 50.00 0 I 
28 TRIPPLE GEE AND COMPANY 750 25.00 0 I 
29 NIGERIAN ENAMEL WARE PLC. 2200 10.00 0 I 
30 UTC NIGERIA PLC. 2400 0 I 0 
31 MORISON INDUSTRIES PLC. 1400 23.07 0 I 
32 STACO INSURANCE PLC. 2000 116.66 0 I 
33 PRESTIGE ASSURANCE PLC. 1750 15.62 0 I 
34 LINKAGE ASSURANCE PLC. 7500 306.25 0 I 
35 ARM DISCOVERY FUND 1500 41.66 0 I 
36 ECOBANK Pic 35000 265.00 I I 
37 ACCESS BANK 21000 53.84 I I 
38 DIAMOND BANK 3800 137.50 I I 
39 UNITED BANK FOR AFRICA 75 93.22 0 I 
40 DANGOTE SUGAR REFINERY 7000 28.57 . 0 I 
41 BEYOND DRUGS PLC. 3000 41.66 I I 
42 GUARANTY TRUST BANK PLC. 36000 54.54 I I 
43 VITAFOAM (NIGERIA) PLC. 6000 14.28 0 I 
44 CHELLARAMS PLC. 1700 6.25 I I 
45 CFAO (NIGERIA) PLC. 7000 4.32 0 I 
46 JULIUS BERGER (NIGERIA) PLC. 8000 ~KR9 I 0 
47 SMART PRODUCTS (NIGERIA) 105 0 I 0 
48 VONO PRODUCTS PLC. 1000 0 I () 
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4 9  B E R G E R  P A I N T S  P L C .  
4 2 5 5  1 3 . 8 7  I  I  
5 0  B H N  P L C .  
1 2 0 0  
2 0 . 0 0  0  I  
5 1  A I I C O  I N S U R A N C E  P L C .  
R 5 0 0  1 2 . 5 0  I  
I  
5 2  
O C E A N I C  B A N K  I N T . P L C .  
6 0 0 0 0  1 2 5 . 0 0  I  I  
5 3  
C A P P A  A N D  D ' A L B E R T O  P L C .  
3 0 0 0  2 5 . 0 0  0  I  
5 4  N I G E R I A  I N T L  D E B T  F U N D  P L C .  7 0 0  
1 0 . 0 0  I  I  
5 5  N I G E R I A  R O P E S  P L C .  
4 5 0  1 2 . 5 0  I  I  
5 6  F I R S T  B A N K  O F  N I G E R I A  P L C .  3 6  3 1 . 2 5  
I  
5 7  
A V O N  C R O W N  A N D  C O N T A I N E R S  1 5 0 0  
2 5 . 0 0  0  0  
5 8  
B E T A  G L A S S  C O .  P L C .  7 4 1 1 0  2 1 . 7 6  I  I  
5 9  G R E I F  N I G E R I A  P L C .  1 8 0 0  0  0  0  
6 0  N A M P A K  N I G E R I A  P L C .  
5 0 0 0  
5 . 2 6  0  
0  
6 1  C O N T I N E N T A L  R E I N S U R A N C E  
5 0 0 0  4 2 . 8 5  
I  
I  
6 2  S T A N D A R D  A L L I A N C E  I N S .  
2 5 0 0  6 6 . 6 6  
I  
I  
6 3  
M U T U A L  B E N E F I T S  A S S U R A N C E  2 5 0 0  2 0 . 0 0  I  I  
6 4  N E M  I N S U R A N C E  P L C .  3 0 0 0  5 0 . 0 0  
I  I  
6 5  C O N O I L  P L C  
1 4 0 0 0  
5 9 . 0 9  0  I  
6 6  
E T E R N A  O I L  A N D  G A S  C O .  P L C .  4 0 0 0  4 1 1 . 2 7  0  I  
6 7  O A N D O  P L C .  
1 8 5 0 0  4 3 . 3 3  0  0  
6 1 1  
T E X A C O  ( N I G E R I A )  P L C .  7 4 0 0  
3 . ( > 7  
I  
I  
6 9  
T O T A L  ( N I G E R I A )  P L C .  
1 5 0 0 0  3 3 . 3 3  0  
I  
7 0  
I N C A R  ( N I G E R I A )  P L C .  
7 2 0  
2 9 . 3 3  
0  
0  
7 1  N I G E R  I N S U R A N C E  P L C .  7 5 0 0  
1 1 2 . 5 0  0  I  
7 2  L A W  U N I O N  A N D  R O C K  I N S .  
2 5 0 0  7 0 . 0 0  0  I  
7 3  
C O N S O L I D A T E D  I I A L L M A R K  I N S .  
1 5 0 0  4 1 . 6 6  I  I  
7 4  
W . A .  P O R T L A N D  C E M E N T  
1 6 5 0 0  3 2 . 1 4  I  0  
7 5  
A S H A K A  C E M E N T  P l . C .  
1 2 0 0 0  7 5 . 0 0  0  I  
7 6  
C R U S A D E R  I N S U R A N C E  
5 4 0 0  
5 3 . 3 3  
I  I  
7 7  
D N  M E Y E R  
2 5 0 0  2 5 . 0 0  I  I  
7 8  
I P W A  6 5 0  
4 5 . 4 5  I  
0  
7 9  
N I G E R I A  G E R M A N  C I I E M I C A L S  
3 0 0 0  1 7 . 8 5  I  I  
8 0  
O K O M U O I L  
3 5 0 0  4 0 . 0 0  0  
0  
8 1  
P R E M I E R  P A I N T S  P L C .  4 5 0  
6 4 . 0 0  I  I  
1 ! 2  
N C R  ( N I G E R I A )  P L C .  2 0 0 0  1 5 . 0 0  I  
I  
1 ! 3  
T I I O M A S  W Y A T T  N I C i i : R I A  P L C .  7 5 0  
2 5 . 2 1  
0  
I  
1 ! 4  C E M E N T  C O Y  O F  N O R T I I E R N  
1 2 0 0  
1 4 0 . 0 0  
I  
0  
1 ! 5  
R . T  B R I S C O E  ( N I C i E R I A )  P L C .  5 5 0 0  
6 2 . 5 0  I  I  
1 1 6  
P R E S C O  P L C .  
5 0 0 0  
1 0 0 . 0 0  I  I  
8 7  
M O B I L  O I L  N I G E R I A  P L C .  
8 3 4 9  1 5 . 9 8  0  0  
8 8  
U A C N  P R O P E R T Y  D E Y .  
6 3 0 0  
7 . 1 4 2  I  
I  
8 9  
G U I N N E S S  N I G E R I A  P L C .  
1 4 3 7 5  3 5 . 0 0  0  
I  
9 0  
L O N G M A N  N I G E R I A  P L C .  3 8 0 0  
1 4 . 7 3  I  
I  
9 1  
A C A D E M Y  P R E S S  P L C .  
1 0 0 0  0  0  
( )  
9 2  
N I G E R I A N  B R E W E R I E S  P L C .  2 0 1 3 3  
3 1 . 6 1 1  I  I  
9 3  
U N I V E R S I T Y  P R E S S  P L C .  
1 0 0 0  0  0  
0  
9 4  
I K E J A  I I O T E L  P L C  3 0 0 0  0  
I  
( )  
9 5  
D U N L O P  N I G E R I A  P L C  
6 5 0 0  4 0 . 0 0  0  
I  
9 6  J U L I  P L C  
2 5 0  
2 6 . 0 8  
0  
I  
9 7  fkqbo~AqflkAi B R E W E R I E S  
1 4 5 0 0  3 . 5 7  
I  I  
9 8  
T R A N - N A T I O N W I D E  E X P R E S S  1 0 0 0  
2 5 . 0 0  0  I  
9 9  R O Y A L  E X C I I A N G E  A S S U R A N C E  
5 0 0 0  
2 5 . 0 0  I  I  
1 0 0  
B E N U E  C E M E N T  C O M P A N Y  P L C .  
4 2 0 0  6 3 . 3 3  
0  I  
1 0 1  
C A P _ ( C H E M /  A L L I E D  P R O D U C T )  
7 0 0 0  1 4 . 2 8  I  
I  
1 0 2  
T H E  T O U R I S T  C O M P A N Y  
2 0 0 0  
1 6 . 6 6  
0  
I  
1 0 3  
C O R N E R S T O N E I N S U R A N C E P L C .  
1 5 0 0  0  I  0  
1 0 4  N E S T L E  N I G E R I A  P L C .  
1 4 1 1 0 0  3 2 . 0 3  
{ )  
I  
1 0 5  
C I I E V R O N  O I L  N I G E R I A  P L C .  
8 4 0 0  2 7 . 0 2  I  
I  
S o u r c e :  A n n u a l  r e p o r t s  o f c o m p a n i e s  s a m p l e d ,  2 0 0 6  a n d  P r o b i t  a n a l y s 1 s  
2 0  
